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Abstract 
Motor third party liability (MTPL) is one of the most important lines of insurance business, in developed and in 
developing countries, as well. The legal framework in the European Union's Member States is determined with five 
Directives for motor insurance. Countries aspiring to join the European Union (EU) need to harmonise their national 
legislation in accordance with the requirements of these directives. The topic of this paper is to present an analysis of 
motor third party liability insurance market in terms of changing regulation. The main emphasis is directed towards 
the implementation of the Directives from the EU in the legislation of the Republic of Macedonia, regarding the 
question of the pricing for this class of insurance. There will be an analysis of the advantages and disadvantages as a 
result of turning from a state-regulated system to a liberal tariff regime for MTPL. 
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1. Introduction 
Because of the excessive increase in the number of motor vehicles in the world, there is a necessity for 
compulsory insurance for damages to motor third party liability (MTPL) for use of motor vehicles. 
Experiences from the European insurance markets show that motor third party liability insurance 
(”hereinafter, MTPL”) is implemented in different frameworks, which are state regulated market prices or 
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competitive free MTPL liberalized market. The Liberalization of MTPL market indicates freedom of 
pricing for MTPL that means abolition of the limitations, frameworks and their state – dictating, as well.  
Compulsory insurance of motor vehicles is one of the most important and best-selling lines of 
insurance business in developing countries. World Bank studies show that European auto liability 
premiums amount are at least 30% of total written premium for all types non-life insurance. In 2008, 
Insurance companies which participate in taking of the EU insurance market, and offer this class of 
insurance, have generated gross written premium (GWP) with the amount of 121.384 €m for motor 
insurance, from which 63.171 €m is for MTPL. This can be explained by the rapid increase in the number 
of motor vehicles involved in traffic, or roughly 320 million vehicles [1].  
Unlike countries where the EU markets for the MTPL in accordance with Directive 88/357/EEC, 
amendments 90/232/EEC and directives 92/47/EEC, are liberalized, on the MTPL market in Macedonia, 
there are state-regulated prices for this product. 
The purpose of this paper is to help to identify the need for liberalization of the motor third party 
liability insurance market and the problems you may face during the process industry. The title 2 
describes the basics of MTPL markets in the European Union’s member states. The title 3 represents 
different ways of establishing tariffs for MTPL, according to state regulations, while the title 4 discusses 
about the international experiences party liability insurance market in the Republic of Macedonia and the 
method of determining premiums and reserves for this kind of product, which is explained in title 5. 
 
2. Basics of Motor Third Party Liability Insurance Markets in the European Union’s Member 
States 
In all member states, MTPL is mandatory for all users of motor vehicles. This class of insurance in 
EU, as a whole, is regulate under the five Directives (72/166/EEC, 84/5/EEC, 90/232/EEC, 2000/26/EC, 
2005/14/EC and changes in 2009/103/EC) which give guidance on the approximation of the laws of the 
Member States relating to insurance against civil liability in respect of the use of motor vehicles, and 
three Council Directives (73/239/EEC, 88/357/EEC and 92/49/EEC) with which the coordination of laws, 
regulations and administrative provisions, are brought out. 
Since the early establishment of the EU, there have been set some basic goals, including two top 
priorities: 
• Creating an open market between European Union’s Member States and 
• Providing conditions for free movement across national borders. 
To enable this, there was a need to harmonize the laws of different Member States and to ensure 
appropriate regulation that will guarantee long and continual functioning of the system.  
Although some countries had already begun the process of transition from state-regulated to freely set 
tariffs for MTPL, this is a provision from the Directive 88/357/EEC, and there is a possibility for all 
Member States to harmonize their national laws until 1992, regulations and administrative provisions of 
this Directive, and to transfer them to a liberalized market for MTPL. 
 
3. Method of formation of tariffs according to Motor Third Party Liability of Government (state) 
regulations  
The primary function of MTPL insurance is on behalf of the insured to pay damages to third parties 
that arise with the use of a motor vehicle, because the fault of the insured. In order the insurer to perform 
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for this in feature timely and continual, he must pay to the users of the insurance a certain amount of 
MTPL premium.  
The service, that is offered by the insurance companies is the "product" for which is not so simply to 
determine its price, so the insurer must use special techniques and methods. This price, like any other 
cost, is by pressure of supply and demand. However, the insurance must set lower limit price, which is 
founded on actuarial price that should not go below, because otherwise it will jeopardize the financial 
stability of the insurer [2]. 
 During the process of formation of MTPL tariffs, insurers are faced with several challenges, such as: 
• The Insurer should assess the value of its product before the value of variables that determine price is 
known;  
• To determine the appropriate technical premium that will match with the cost of future damages;  
• Under the influence of competition, MTPL prices may vary.  
From the international experiences we can see that MTPL insurance is introduced in different 
frameworks, such as: state-regulated MTPL prices, partially regulated market with a set of allowed tariffs, 
and free liberalized market pricing for MTPL. 
 
3.1. State (government) regulation of prices  
 
In many developing countries, MTPL insurance is experienced as a non-popular line of insurance. The 
state in such circumstances act in the direction of maintaining the lowest possible price level, in order to 
reduce the number of uninsured vehicles. Regulators which are responsible for overseeing the insurance 
market often face the problem of unrealistically low price for MTPL, which causes many problems in the 
market: slow liquidation due to mistrust and low valuation of damages, financial results do not allow to 
increase the minimum amounts of insurance, reduced solvency of insurance companies and inadequate 
technical reserves.  
State-regulated markets do not allow insurers to determine the price for MTPL according to market 
basis, and regardless of their (un)successful management, they are on the market with the same price.  
Frequently mentioned rationale underpinning this legislation set price, is that MTPL price is seen as 
the price of basic products needed in every household, so that is why the government wants to have 
control over it. 
 One of the biggest problems facing insurance companies in transition to a liberalized market, is the 
challenge to establish a fair price for them, and that is not so easy due to lack or complete absence of 
reliable data. MTPL in case of state regulated market has created system with common data base. 
 In most cases, before switching to a fully liberalized MTPL market, the State is offering the insurers a 
set of allowed charges that may participate in the market. 
 
3.2. Formation of prices of free market 
To set a fair price for MTPL that corresponds to the level of risk exposure, it is necessary the system to 
dispose, i.e. to create a common database. The base collects and stores all data (at least 5 years) 
associated with: the policy, vehicle and user, and data on past due claims. Adequacy and reliability of 
data is of great benefit to the insurer in determining the profile of the insured and the risk who carries 
with him, for which he will get a proper price. In the absence of a database cannot be established and 
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operate a bonus-malus system. On the liberalized market, insurers are focusing on attracting new and 
retaining old customers with the quality of conditions provided by: 
• Speed liquidation of claims; 
• Improved risk selection; 
• Consistent application of their price lists that are professionally laid down; 
• Reduction of internal costs, which are made by working with insurance; 
• Proper disposition of technical reserves in line with the EU recommendations; 
• Better and richer range of services.  
 
Proved theoretical advantages of successfully established liberalized market are: the risk that the 
insurer takes is mostly with homogeneous character, administrative efficiency and development of direct 
selling; efficiency liquidation of damages, with which the insurers will prove themselves to the market, 
effective regulation, and considerably higher level of the responsible behavior of insured compared to the 
case of state-regulated insurance MTPL market. 
Liberalized markets for insurance against MTPL over time become quite advanced in terms of risk 
assessment; insurers are based on objective statistical facts and accurate actuarial calculations. 
 
4. International experiences from the process of Liberalization of Motor Third Party Liability 
insurance market 
 
The experience of crossing the liberalized MTPL market show that liberalization is the only way to 
encourage insurance companies to cut the costs for dealing with insurance, so the market could perform at 
a lower price for MTPL 
Also, the advantage of liberalized market is that this market makes the users more careful and 
responsible road users. 
The market for MTPL insurance in the Member States of the EU is deregulated, mainly in the period 
from 1968 to 1994. Due to the complexity of this change, the insurance industry applies several necessary 
steps and fully coordinating the laws, regulations and administrative provisions before passage of the 
liberalized market for MTPL. Directive 88/357/EEC and EU Directive 92/49/EEC with amendments, 
affirmed the principle of free formation of tariffs for MTPL. 
The liberalization of markets for MTPL in EU Member States is conducted in different ways and in 
different times, as presented in Fig.1. 
  
                
                 Fig.1. Liberalization of the MTPL markets in EU 
 
In France, the deregulation of previously established system of strict state-regulated prices for MTPL 
begins immediately after the Second World War, and a pure regime of liberalized tariffs has been applied 
since 1986 that is, many years before the official date for liberalization imposed by the European 
204   Boban Tomeski /  Procedia - Social and Behavioral Sciences  44 ( 2012 )  200 – 209 
directive. Before this date, in 1984 the freedom to set prices in the insurance sector was established in 
Spain. In the United Kingdom, tariffs have not been subject to any type of control for several decades. In 
Germany, before 1994, tariffs were approved on the basis of the previous year’s technical results of 
marginal companies, with the objective of avoiding their exit from the market. Complete liberalization 
was achieved in 1994. Italy was the last major Western European country to move toward a liberalized 
regime following the EU directive in 94 [3]. 
 In Slovenia, market liberalization began in 1999, and then quickly and without major stresses, MTPL 
market shifts to free establishment of tariffs. 
In Greece, market liberalization causes a disorder of the market and because of that the supervisor 
must sanctioned thirty insurers who cannot timely and fully liquidate damages for which they have 
provided cover. To overcome this problem it was inevitable the Guarantee Fund to take a loan and to be 
able to pay all claims for damages [4]. 
Some markets, in the early introduction of liberalization are faced with the problem of invalid low 
prices for MTPL, which reduces the solvency of insurers and in such cases; it is necessary to involve the 
regulator. For example, in Bulgaria when the Commission for Financial Supervision and regulation 
changed the regulation and lifted the minimum prices, of 60-70€, prices for MTPL fell by 30-40€. 
The review of experiences from different markets shows that liberalization should be determined by 
law and supported by appropriate legislation, and to determine a long enough period to allow discussion 
among market participants, and to give the insurers guidance and support in establishing a joint database. 
 
5.  Liberalization of the Motor Third Party Liability market in Republic of Macedonia 
 
The need to introduce a liberalized market for MTPL in Macedonia, and also the realization of EU 
requirements will be one of the most committed of the insurance industry in the near future. Before the 
process of liberalization begins, there is a need to do a full market analysis of MTPL in terms of legal 
provisions with which the market is regulated and the distribution channels through which the consumers 
come to this class of insurance. Also, there is the need of professional approach for the establishment of 
the tariffs for MTPL, and using appropriate actuarial methods in calculating the reserves for portable 
premiums and reserves for claims. To facilitate this, there must be an extension of the common database. 
What is needed at every start of the liberalization process is to determine: 
• Timeline that will achieve full liberalization of the market; 
• To predict the reactions of various market participants, and actions that should be taken to prevent 
violations; 
• To take into account the possible impact from the liberalization to the prices of policies and solvency 
of insurers; 
• The effects and impact of liberalization to the channels of distribution and agreement with the 
emergence of direct sales. 
 
By starting the process of free formation rates for MTPL, there comes a need for strengthening the role 
of the actuaries and increasing their independence in the insurance company. 
The insurance supervisor, at the very beginning of the process should take the role of guide through the 
changes and the role of mentor becomes more important after the process of securing long-term stability 
of the market, with adequate control over the establishment of tariffs for MTPL and the calculation of 
technical reserves. 
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5.1.  Analysis of MTPL market 
Motor third party liability insurance in the Republic of Macedonia is a compulsory insurance. This 
insurance comes in as a class of non-life insurances (in Macedonia as a class-10, Insurance liability from 
the use of motor vehicles) and has the biggest share in total written premium. In Macedonia this class of 
insurance accounted for 49% of total GWP in 2008, in 2009 46% and 50% in 2010, which is a large 
percentage of the total GWP [5]. 
At the end of 2010 the insurance market in the Republic of Macedonia actively operate 11 insurance 
companies that perform work on non-life insurance, and according to the Law on Compulsory Insurance 
in Traffic are all of them members of the NIB and have the authority to issue green cards. All of the 11 
insurance companies are offering the class of compulsory insurance for MTPL. 
In 2010 has been realized a gross written premium (GWP) with the amount of 105.37€ m, an increase 
of 4.83% compared to GWP achieved in the previous year. From this, the GWP non-life insurance 
accounted for 94% and as before the most important category is compulsory insurance MTPL that 
contributes 50% of GWP non-life insurances. The number of contracts of compulsory MTPL insurance 
concluded in 2010 amounted to 537,145 contracts, and the total number of liquidated damages of MTPL 
insurance is 23167 in 2010. 
The market for MTPL in Macedonia for this product meets government set prices that are set in 
accordance with the tariff of premiums for motor insurance from liability for damages caused to third 
parties. This tariff is applied in accordance with the Law on Compulsory Insurance in Traffic and terms of 
insurance MTPL are adopted by the Committee to ensure that the MTPL is composed of 4 members and 
chairman, president, from which 2 members are appointed on the proposal of Agency for Insurance 
Supervision, and the other 2 members shall be appointed upon proposal of the NIB. Commission prepares 
technical insurance premium of MTPL, then proposes the Government minimum and maximum premium 
rate of technical premium and establishes criteria for compensation of damages, as well. Macedonian 
Government annually sets minimum and maximum rate of technical premium of MTPL [6]. 
As you can see from the foregoing, the market for MTPL in Macedonia meets state-dictated prices that 
regulated MTPL. Given the need for passage to a free or liberalized market for MTPL, insurance 
companies are challenged to adapt to the changes that followed and the conditions that need to be 
adjusted after these changes. Firstly the calculation of premiums and reserves for MTPL will be their top 
priority during the transition to a liberalized market. 
5.2.  Calculation of premiums and reserves for MTPL 
The main component of the premium (price of insurance products) is not known at the time when the 
premium is set, so in its calculation should use a combination of actuarial methods and reliable statistical 
data. 
With the process of calculating the insurance premium, first you get the value of pure technical or 
premium, which corresponds to the degree of risk exposure, and the final market premium will be got 
with adding other operating costs on the risk premium. 
Insurance premium is got when we add the value of acquisition and administrative expenses, 
reinsurance costs, capital costs and profits, on the value of the technical premium, then reduce the result 
for the value of the revenue funding. 
 
 The insurance premium is formed by using the unit of exposure to risk and the cost of insurance is 
represented by the risk premium plus other insurance costs.  We can establish the risk premium with the 
following formula: 
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contractsofnumber
claimsoftpectedeRPremiumPRisk cos)( χ=  
 
When the available information on price risk is given, then it can be calculated by using the following 
formula: 
 
 
 
 
 
RP = average cost of claims × frequency of claims 
Where: 
 
 
 
 
 
 
 
 
 
The overall market premiums or premium with which the insurer appears on the market is obtained by 
increasing the risk premium for the remaining costs, and insurers are trying to reduce these costs as much 
as possible (particularly administrative and acquisition costs) in order to be more competitive. 
According to the fact that the risk is not always the same, the premium increases with risk increasing. 
Some of the features that affect the level of risk are: age, sex and profession of the driver, type of vehicle, 
which vehicle is used, the experience of previous registration, location of permanent residence. While the 
level of risk segmentation increases, setting the price of MTPL on an individual basis, increases as well. 
Using an appropriate and highly developed database, that offers reliable information on all vehicles and 
users of these, is crucial in determining the premium for MTPL. 
In terms of overall activities performed by the insurance company, it is obliged to allocate adequate 
technical provisions that are intended to permanently secure the fulfillment of the obligations under 
insurance contracts. Insurance companies that work with the MTPL as one of the classes of insurance 
should set up the following types of backup: 
• Provision for portable premiums;  
• Provision for damages;  
• Provision for unexpected risks. 
5.2.1.  Reserve for portable premiums 
 
Reserves for portable premiums (RPP) are allocated separately for each insurance contract in the 
amount of that portion of gross written premium (GWP) which is transmitted in the next accounting 
period in the proportion between the insured period that expired and the remaining period of expiry of the 
insurance contract. Compulsory insurance MTPL almost always occurs for a period of validity of one 
year, but doesn`t always start on January 1, so part of the premium should be transferred to the next year 
for equivalent period during the validity of the contract. This amount is called portable premium and it 
can be calculated by several methods, but the most accepted and the most used, according to the 
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commonly applied standards of the Member States of EU, is "pro rate temporis ", a daily calculation 
method, which can be presented with the following formula: 
 
 
                                                (1)               
 
When: 
RPP - reserves for portable premiums;  
GPC - gross premium from contracts; 
TND - total number of days; 
RD - remaining days after the expiration of the accounting date of the insurance contract [7]. 
 
This method includes the date of start and completion date of insurance and is based on daily 
calculation, so it is considered to give the most precise results that are obtained by using the method “pro 
rate tеmporis”. 
 
5.2.2. Claims Reserving 
 
Claims reserving are allocated in the amount of estimated liabilities that the insurance company is 
obligated to pay. The need for these reserves primarily occurs because the damages that occurred in the 
current year will all be reported in the same one, and all reported claims in the current year will be paid to 
the accounting period. 
 
Claim reserves - incurred and reported 
 
These reserves have a role to provide funds for payment of those damages that occurred and were 
reported in the current period, but payment for them is planned for the next year. This delayed settlement 
of claims may arise as a result of: an unrealistic assessment, negligence of the insurer, negligence during 
the submission of required documentation by the injured party.  
 For the amount of any damages (mostly injuries) the court decides. Taking into account all factors 
affecting the expected costs arising from commitments, the insurer shall have to see: 
• Prepared technical reports that are related to incurred material losses or medical reports of injuries; 
• Judicial decisions, whether finite or not; 
• Claims for which proceedings are conducted according to the expected outcome; 
• Default interest litigation; 
• Costs arising from the processing and payment of damages. 
 
These reserves may be estimated using method of lump sum or methods of individual assessment of 
any damage that will take into account a possible partial payment. 
Because of the need to calculate the actual financial results in the current year, it must to establish 
reserves for incurred and reported but unpaid claims and reserves for incurred but unreported claims. 
 
Claim reserves - incurred but not reported 
 
Although insurance is valid for precise and continuous activity, usually with natural cycles, the 
insurers for many reasons don`t report incurred damages immediately after their occurrence. In practice, 
the number of these claims is quite large, so regulators predicted these reserves to be calculated, as well. 
Claim reserves - incurred but unreported (IBNR) are higher priority for developing countries, and 
their height depends on: the time and place of occurrence of the damage and a period until the date when 
the one that is damaged notify the responsible person in the insurance ( In some cases the report is late 
because the time required of state authorities to determine who is responsible for the accident or to 
TND
RDGPCRPP ×=
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identify the insurer which must be submitted Indemnity claim), the period between the date when the 
damage has been reported in the local insurance office and the day when it has been reported in to 
MTPL's policy department, in the headquarters of the insurance company. 
 
The issue of IBNR is quite important in determining the required reserves and because of their 
unpredictability; they should especially focus on insurers and regulators from developing countries. 
Therefore, the insurance legislation provides, based on statistical research and using a combination of one 
or more actuarial methods, to calculate and reserve these IBNR at the end of the accounting year. 
For the calculation of these reserves there are several actuarial methods such as: 
• Triangulation of claims (Chain Ladder); 
• Triangulation of claims adjusted for inflation (Chain Ladder adjusted for inflation); 
• Method of average amount of claim; 
• Method of expected claim ratio; 
• Bornhuetter - Ferguson- method and others. 
 
5.2.3. Reserves for unexpected risks 
 
Reserves for unexpected risks are separately determined amount in the balance sheet in addition to the 
GWP, in terms of risks that would be borne by the insurer after the accounting period. The purpose of 
RUR is to provide funds for the over plus costs of damages from insurance contracts above the level that 
is provided by GWP. 
The additional reserves or reserves for unexpected risks are necessary only if GWP is expected to be 
insufficient to pay the reported damage and expenses due. If you can prove that the earned part of the 
premium is not sufficient to settle the damages, costs and fees, then it is likely that the transferred part of 
next year or GWP won`t be enough. The insurance company will allocate other technical reserves, such 
as reserves for unexpired risks and reserves for catastrophes, and for their computation will be used 
minimum standards used, methods and rules. 
Reserves for unexpired risks (RUR) for each class separately can be calculated by the following formula 
(2): 
 
                                                 RUR = EFC + EFCC - PPR + DAC                                                           (2) 
  
Where: 
EFC - expected future claims; 
EFCC - expected future costs for claims; 
PPR - portable premium reserves; 
DAC - deferred acquisition costs. 
 
The provision for disaster are formed by allocating 5% of net written premium assigned to cover 
catastrophic risks to the end of each year until it reaches 10% of the average three-year accumulation of 
obligations for coverage of catastrophic risks - net of reinsurance and / or co-insurance [8].  
 
6. Conclusion 
 
For the Republic of Macedonia, as well as for all developing countries that are not yet EU members, 
but are candidates for EU membership, in addition to other obligations and the obligation to establish a 
liberalized market for MTPL, and the obligation to adapt domestic legislation and regulations with those 
of Member States, are part of the EU requirements. Undertaken initiatives and the role of regulator are of 
great importance for the proper implementation of the process. 
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The transition to liberalized market will create insurers with a strong incentive to improve their 
efficiency and insurers will begin to perceive and feel the effect of correlation cause between their (not) 
responsible behavior and the amount of the premium. 
My concluding observation suggests that liberalization should primarily be determined by law and 
supported by appropriate legislation that will determine long enough period to establish the system in 
order to allow discussion between the various entities that participate in this market. The expected results 
after property set system are: a higher level of risk segmentation and setting the price for MTPL on an 
individual basis. The liberalization will increase the competition among insurers, which will contribute to 
a higher valuation of claims and prompt liquidation of damages. 
Anyway, the liberalization of the market should be beneficial for all parties (participants) in the MTPL 
market.  
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